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qTRODUCTION 

2. 

L. 

2. 

\. 

1. 

4. 

1. 

\. 

Please state your name for the record. 

My name is Marylee Diaz Cortez. 

Have you previously filed testimony in this docket? 

Yes. I filed direct testimony on September 5, 2003. 

What is the purpose of your surrebuttal testimony? 

In my surrebuttal testimony I will respond to the positions and arguments 

set forth by the Black Mountain Sewer witnesses in their rebuttal 

testimonies. I will reaffirm RUCO’s recommendations as set forth in my 

direct testimony. 

What areas will you address in your surrebuttal testimony? 

I will address the following issues in my surrebuttal testimony: 

* Scottsdale Wastewater Treatment Capacity 

Post-Test-Year Plant in Service 

Accumulated Deferred Income Taxes 

Cash Working Capital 

* 

* 

* 

* Capitalized Expenses 

RUCO witness William Rigsby will address the operating income issues, 

cost of capital, and rate design. 
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RATE BASE 

Scottsdale Wastewater Treatment Capacity 

a. 

4. 

2. 

4. 

Please discuss the Company's rebuttal comments pertaining to your 

Scottsdale Capacity adjustment. 

The Company opposes RUCO's recommendation that the Scottsdale 

Wastewater Treatment Capacity should be recognized in rates for what it 

is - an asset and a liability. The Company further opines that since the 

Commission authorized a hypothetical "operating lease'' ratemaking 

treatment in a prior Boulders Carefree Sewer rate case that the same 

methodology should be applied to Black Mountain Sewer Company in the 

future. 

Do you agree with this logic? 

No. Black Mountain Sewer Company is an entirely different company, 

with different ownership and an entirely different capitalization. 

Furthermore in a generic sense, a Commission order is only applicable 

until superceded by a subsequent order. The Commission is not locked 

into its prior decision on a going forward basis, particularly not when 

circumstances have greatly changed. This is why companies have rate 

cases, so rates can be properly adjusted to reflect the company's current 

circumstances. Black Mountain's rebuttal argument that it is somehow 

precluded from revisiting the Scottsdale Capacity issue in the context of 

this rate case is without merit. The purpose of a rate case is exactly 

2 
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contrary to that notion. A rate case examines a company's ratemaking 

elements and sets fair and reasonable rates based on that examination. 

To the extent those ratemaking elements include a hypothetical "operating 

lease" that should also be included in the ratemaking analysis. 

a. 

4. 

Does continuation of the hypothetical "operating lease" ratemaking make 

any sense for this company at this time? 

No. As discussed in my direct testimony, this methodology is 

inappropriate for Black Mountain Sewer Company. When Algonquin 

acquired the Boulders Carefree Sewer stock, it acquired certain assets, 

one of which is the Scottsdale Treatment Capacity. The instant case is 

Black Mountain's first request for rates, and those rates should be set 

utilizing the appropriate ratemaking treatment for assets and liabilities. 

Despite the Company's rebuttal arguments, it has never been the 

Commission's policy to blindly adhere to its previous decisions and ignore 

current circumstances and conditions. 

P os t -Tes t -Y ea r P I ant 

3. Please discuss the Company's rebuttal comments regarding Post-Test- 

Year Plant. 

The Company agrees with RUCO's adjustment that restates the estimated 

cost of the post-test-year chlorinator to reflect its actual cost. The 

Company also has agreed to remove from its post-test-year request 

4. 
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certain line extension costs that were incurred after the end of the test 

year. 

kcumulated Deferred Income Taxes 

2. 

4. 

1. 

4. 

What rebuttal comments does the Company make regarding your 

Accumulated Deferred Income Tax adjustment? 

The Company first states that it accepts the Staff proposed deferred 

income tax adjustment, which computes a deferred tax asset that 

increases the Company's rate base. Black Mountain then rejects my 

proposed adjustment, which computes a deferred tax liability that reduces 

the rate base. 

Please compare the Staffs deferred tax calculation to RUCO's calculation. 

First, both the Staff and RUCO proposed deferred tax calculations that 

were necessitated by the fact that the Company made no deferred tax 

calculation and simply omitted deferred taxes from its proposed rate base. 

However, the similarity stops there. The Staff adjustment is based on 

information originally conveyed in response to a RUCO data request, and 

further followed up by the Staff. The Company's response to the request 

identifies a purported net deferred tax asset. The nature of utility income, 

assets, and liabilities is that these businesses almost unfailingly create net 

deferred tax liabilities. The fact that the Company had originally omitted 

any recognition of deferred taxes and then identified a deferred tax asset 

4 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

Q. 

only when quesfioned, created a degree of skepticism that caused me to 

look to independent sources to validate this information. 

What independent source did you look to? 

I looked at Algonquin Power's 2004 Annual Report. The financial 

statements within that report are audited reports and are therefore reliable. 

The report at page 43 contains a detailed itemization of deferred tax 

assets and liabilities, and clearly identifies a net tax liability. 

Does the Company explain why it objects to information obtained from its 

audited financial statements being used in this rate case? 

No. The Company offers no explanation for why it believes RUCO should 

have relied on an amount provided in data requests over those contained 

in its audited financial statements. 

What other arguments does the Company make on this issue? 

The Company further argues that it believes RUCO's deferred tax 

calculation is "contrary" to Statement of Financial Accounting Standard 

(SFAS) 109. 

What aspect of SFAS 109 does the Company believe RUCO's 

recommended adjustment is "contrary" to? 
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4. 

2. 

4. 

2. 

9. 

The Company does not identify why it believes RUCO's recommendation 

is "contrary" to SFAS 109. 

Are you familiar with SFAS 109? 

Yes. SFAS 109 is the accounting standard applicable to deferred income 

taxes. 

Is there anything in SFAS 109 that is "contrary" to your recommended 

deferred income tax adjustment? 

No. However, my review of SFAS 109 revealed that the Company's 

original treatment of deferred income taxes (omitting recognition of them 

altogether) is in fact contrary to SFAS 109, which requires the following: 

The consolidated amount of current and deferred income for 
a group that files a consolidated tax return shall be 
allocated among the members of the group when those 
members issue separate financial statements. This 
Statement does not require a single allocation method. 
The method adopted, however, shall be systematic, rational, 
and consistent with the broad principles established by this 
statement.. . 

Examples of methods that are not consistent with the broad 
principles of this Statement include: 
a. A method that allocates only current taxes payable 
to a member of the group that has taxable temporary 
difference [emphasis added] 

6 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

Surrebuttal Testimony of Marylee Diaz Cortez 
3ocket No. SW-02361A-05-0657 

The Company's filing is in fact contrary to SFAS 109 because it does 

include a provision for current income taxes but not for deferred income 

taxes. 

Do any of the Company's rebuttal comments affect your recommended 

deferred income tax adjustment? 

No. The Company only presents two arguments, 1) that RUCO should 

have utilized data provided in a data request rather than from the 

Company's audited financial statements, and 2) that RUCO's allocation 

methodology is contrary to SFAS 109. As just discussed, both arguments 

are without merit. 

Cash Working Capital 

a. 

4. 

Q. 

Please discuss the Company's rebuttal comments pertaining to cash 

working capital. 

The Company's rebuttal comments to this issue are limited to a single 

comment that RUCO estimated the leads and lags used in its working 

capital calculation and concludes that therefore "the working capital 

amount computed by RUCO is pure speculation." 

How did you calculate the leads and lags contained in your cash working 

capital calculation? 
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4. 

2. 

4. 

Contrary to the Company's testimony that the leads and lags used in my 

cash working capital calculation were "estimates" and "pure speculation," I 

calculated the revenue lead days based on actual customer bills showing 

the service period, bill date, and payment due date. The expense lags 

were not estimates either. I utilized the very same expense lags that the 

Company used in its cash working capital calculation, so these amounts 

should not be in contention. 

Is it still your position that Black Mountain has a negative cash working 

capital requirement? 

Yes. The Company receives its revenues prior to having to pay its 

expenses, thus, ratepayers are funding the Company's cash working 

capital needs. The Company has presented no evidence or argument in 

its rebuttal testimony that negates this fact. 

Capitalized Expenses 

Q. Please discuss the Company's rebuttal comments pertaining to your 

cap ita I ized expense adjust men t . 

The Company states that it agrees with the portion of RUCO's adjustment 

that capitalizes safety equipment, but does not agree with the portion 

related to training on the safety equipment and legal fees associated with 

an operating agreement with the Town of Carefree. 

A. 
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3. 

4. 

a. 

4. 

Do you still believe the appropriate accounting treatment for these two 

expenses is capitalization? 

Yes. The costs for training people on the new safety equipment is a cost 

of putting those assets in place, and accordingly under GAAP accounting, 

are required to be capitalized along with the safety equipment. Likewise, 

the legal fees associated with franchises and operating agreements with 

state and local government entities are required under the Uniform 

System of Accounts to be capitalized in account 352 - Franchises. RUCO 

continues to recommend capitalization of these two expenses. 

Does this conclude your surrebuttal testimony? 

Yes. 
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INTRODUCTION 

Q. 

A. 

Q. 

A. 

Q. 

A. 

... 

Please state your name, occupation, and business address. 

My name is William A. Rigsby. I am a Public Utilities Analyst V employed 

by the Residential Utility Consumer Office (“RUCO”) located at 11 10 W. 

Washington, Suite 220, Phoenix, Arizona 85007. 

Please state the purpose of your surrebuttal testimony. 

The purpose of my testimony is to respond to Black Mountain Sewer 

Corporation’s (“BMSC” or “Company”) rebuttal testimony on RUCO’s 

recommended operating expense adjustments, recommended rate design 

and recommended rate of return on invested capital (including RUCO’s 

recommended capital structure and cost of debt) for the Company’s 

wastewater operation located in Maricopa County. 

Will your surrrebuttal testimony address any of the rate base issues in the 

case? 

No. The rate base issues, including RUCO’s recommendations on the 

Company’s treatment capacity with the City of Scottsdale, will be 

addressed in the surrebuttal testimony of RUCO witness Marylee Diaz 

Cortez, CPA. 
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Q. 

A. 

Q. 

A. 

Have you filed any prior testimony in this case on behalf of RUCO? 

Yes, on January 17, 2006, I filed two separate pieces of direct testimony 

with the Arizona Corporation Commission (“ACC” or “Commission”) on 

BMSC’s application requesting a permanent rate increase (“Application”). 

My first piece of direct testimony addressed the operating expense and 

rate design issues associated with the case and also presented RUCO’s 

recommended level of operating revenue. My second piece of direct 

testimony addressed the cost of capital issues associated with BMSC’s 

filing. 

How is your surrebuttal testimony organized? 

My surrebuttal testimony contains four parts: the introduction that I have 

just presented, a summary of BMSC’s rebuttal testimony, a section on 

RUCO’s recommended operating expense adjustments, and a section on 

the cost of capital issues. 

SUMMARY OF BMSC’S REBUTTAL TESTIMONY 

Q. 

A. 

Have you reviewed BMSC’s rebuttal testimony? 

Yes. I have reviewed the Company’s rebuttal testimony, which was filed 

on April 6,2006. 

2 
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Q. 

A. 

Please summarize the Company’s rebuttal testimony as it pertains to 

those aspects of the case that you were involved with. 

With regard to the operating expense aspects of the case, BMSC 

disagrees with RUCO Operating Adjustment # I  which removed the 

Company’s pro forma Scottsdale Capacity (Operating Lease) expense 

figure, and RUCO Operating Adjustment #6, which reduced the Company- 

proposed level of property tax expense. BMSC partially disagrees with 

RUCO’s Operating Adjustment #2, which capitalized certain test year 

expense items related to an operating agreement between the Company 

and the Town of Carefree, and the Company’s cost of purchasing, 

installing, and providing training on confined space entry and rescue 

equipment during the test year. BMSC has accepted RUCO’s Operating 

Adjustments #3 and #4, which normalized management fees and removed 

long-distance phone charges for calls made to various locations in Texas, 

respectively. The Company did not take issue with the methodologies that 

I used to calculate RUCO’s recommended levels of depreciation and 

income tax expense (RUCO’s Operating Adjustments #5 and #7). Finally, 

BMSC has increased the Company-proposed level of amortized rate case 

expense, from $30,000 per year to $37,500 per year. 

In regard to rate design there does not appear to be any areas of 

contention between RUCO and the Company. As I pointed out in my 

direct testimony, RUCO believes, as does the Company, that the current 

type of rate design should be retained. The only changes made by RUCO 
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to the current rate design were adjustments to the monthly charges in 

order to generate RUCO’s recommended level of revenue. 

In regard to the cost of capital aspect of the case, the Company’s cost of 

capital witness disagrees with my recommendations on capital structure, 

cost of debt and cost of common equity and is critical of the methods that I 

have used to derive my recommended 9.49 percent cost of common 

equity for BMSC. 

OPERATING EXPENSE ADJUSTMENTS 

Q. 

A. 

... 

Why does BMSC oppose RUCO’s Operating Adjustment #I which 

removed the Company’s pro forma Scottsdale Capacity (Operating Lease) 

expense figure? 

BMSC has rejected RUCO witness Marylee Diaz Cortez’s 

recommendation that the Company’s purchased treatment capacity from 

the City of Scottsdale be treated as a utility asset, as opposed to an 

operating lease, and that the purchased treatment capacity be included in 

rate base. RUCO’s Operating Adjustment #I was a direct result of the 

rate base adjustments recommended by Ms. Diaz Cortez. 
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Q. 

A. 

Q. 

A. 

... 

Does RUCO still recommend that the Company’s purchased treatment 

capacity from the City of Scottsdale be treated as a utility asset, as 

opposed to an operating lease? 

Yes. RUCO believes that the Commission should ratebase the 

Company’s purchased treatment capacity. A more detailed discussion of 

this issue is contained in the surrebuttal testimony of Ms. Diaz Cortez. 

Do you accept the Company’s rebuttal position that the Commission 

should reject RUCO’s property tax recommendation because the ACC has 

rejected RUCO’s methodology for calculating property taxes in the past? 

No. While it is true that the Commission has made such a decision in the 

past favoring the Company and ACC Staffs methodology for calculating 

property tax expense, it does not mean that the Commission’s decision on 

the Company and ACC Staffs methodology is permanent. The 

Commission has reversed its decisions on specific methodologies for 

calculating ratemaking components in the past, such as its recent decision 

on how income tax payments should be treated in the calculation of cash 

working capital in the Arizona Water Company Western Group rate case’. 

Decision No. 68302, dated November 14,2005 1 
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Q. 

A. 

62. 

4. 

Do you continue to recommend that the Commission adopt RUCO’s 

Operating Adjustment #6, which reduced the Company-proposed level of 

property tax expense? 

Yes. Despite the Company’s testimony regarding Commission 

precedent, RUCO continues to believe that it is unlikely that the Company 

will generate revenues consistent with its estimates in the near future. As 

I stated in my direct testimony, BMSC would be over-collecting the 

property tax expense for a number of years before the actual assessment 

would catch up to the Company’s 2005 projected revenue. In the 

meantime, BMSC will be recovering the Company’s property tax expense 

based on an inflated revenue projection. For these reasons, RUCO 

continues to believe that the Commission should adopt RUCO’s 

recommended level of property tax expense. 

Are there any other property tax issues that have arisen since you filed 

your direct testimony? 

Yes. Since I filed my direct testimony, I have leaned that a bill that will 

substantially reduce the property tax liability for investor-owned water, 

sewer, and wastewater utilities is now moving through the Arizona 

legislature. If this bill, known as Senate Bill 1432 (“S.B. 1432”), is signed 

into law in its current form, public service companies such as BMSC will 

be assessed no more than $500 on the value of land, buildings, 

improvements and personal property. This will result in windfall profits to 
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water and wastewater providers, some of which are already over- 

collecting property taxes in rates as a result of recent ACC decisions that 

relied on the Company-proposed methodology for calculating property tax 

expense. In addition, taxpayers in Arizona will pay not only taxes 

assessed on their own personal property, but will have to make up the 

shortfall in property taxes now paid by investor-owned water, sewer, and 

wastewater companies. Many of these Arizona taxpayers will not be 

customers of the utilities that would receive favorable property tax 

treatment under S.B. 1432, and will receive no benefit whatsoever from 

the implementation of the bill’s provisions. 

Q. 

A. 

Q. 

A. 

Can you quantify the possible effect of S.B. 1432 on BMSC’s property tax 

liability? 

Yes. If the Commission adopted RUCO’s recommendations in this 

proceeding and S.B. 1432 was subsequently signed into law, BMSC’s 

annual property tax liability would fall from $3541 0 to only $32. 

Do you agree with the Company’s rationale that the legal and training 

costs associated with the Company’s operating agreement, between 

BMSC and the Town of Carefree, and the confined space entry and 

rescue equipment should be expensed as opposed to being capitalized? 

No. I do not. The Company’s witness believes that RUCO’s purpose in 

making these adjustments is to remove non-recurring legal and training 
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expenses. This is simply not the case. RUCO’s purpose in making the 

adjustment was to reclassify costs that were incorrectly booked by the 

Company, and to place those costs into their proper accounts so they 

would receive the appropriate ratemaking treatment. RUCO’s 

capitalization adjustment is consistent with accepted ratemaking and 

accounting practices of capitalizing all of the costs that are directly 

associated with placing specific assets (e.g. mains or structures) into 

service. For these reasons, RUCO believes that the Company’s argument 

should be rejected. 

Q. Please address the Company’s rebuttal position on the level of rate case 

expense. 

A. BMSC is now proposing that the level of amortized rate case expense be 

increased from $30,000 per year to $37,500 per year. This represents a 

$30,000 increase over the original $120,000 rate case expense figure 

presented in the Company’s application. The Company’s witness stated 

that the additional expense was a result of data requests from ACC Staff 

and RUCO, to a lesser extent, and the intervention of the Town of 

Carefree. 

... 
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2. 

4. 

What is RUCO’s position on rate case expense at this stage of the 

proceeding ? 

RUCO believes that the Commission should adopt no more than the 

original $120,000 level proposed by BMSC in the Company’s original 

application. RUCO is willing to accept this figure given the fact that this is 

the Company’s first filing for rate relief under its new owner, and no 

previous rate case expense level has been adopted by the Commission in 

the past. Given the lack of a “template” on which to make a comparison 

on whether the original $120,000 figure was reasonable or not, RUCO is 

willing to accept it as a maximum level of expense in this proceeding. 

SOST OF CAPITAL 

a. 

4. 

Briefly summarize the positions of the parties to the case in regard to 

capital structure, cost of debt, cost of equity and weighted cost of capital. 

Both ACC Staff and the Company are recommending debt-free capital 

structures comprised of 100 percent common equity. RUCO is 

recommending a capital structure comprised of 44 percent debt and 56 

percent common equity, with a weighted cost of debt of 9.40 percent, 

should the Commission adopt the Company’s pro forma Scottsdale 

Capacity (Operating Lease) expense figure. Should the Commission 

reject the Company’s pro forma Scottsdale Capacity (Operating Lease) 

expense figure, RUCO is recommending a slightly different capital 

structure comprised of 43 percent debt and 57 percent common equity 

9 
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with a weighted cost of debt of 8.16 percent. The costs of common equity 

being recommended are as follows: 

BMSC 1 I .OO% 

ACC Staff 9.60% 

RUCO 9.49% 

The weighted costs of capital being recommended by the parties to the 

case are as follows: 

BMSC 11 .OO% 

ACC Staff 9.60% 

RUC02 9.45% 

RUC03 8.92% 

Capital Structure 

Q. Does the Company’s witness recognize the fact that that the absence of 

financial risk in the Company-proposed capital structure, comprised of 100 

percent common equity, merits a lower cost of common equity? 

No. The Company’s witness maintains that BMSC still faces financial risk 

as a result of the inter-company loans that were used to finance the 

BMSC’s treatment capacity assets. The Company’s witness also fails to 

grasp the rationale for my dual capital structure recommendation. 

A. 

Assuming the Commission adopts the Company’s pro forma Scottsdale Capacity (Operating 

Assuming the Commission rejects the Company’s pro forma Scottsdale Capacity (Operating 

2 

Lease) expense figure. 

Lease) expense figure. 

10 
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Q. 

A. 

Do you agree with the Company witness that BMSC still faces financial 

risk as a result of the inter-company loans that were used to finance the 

Scottsdale treatment capacity? 

No. As I explained in my direct testimony, if the Commission adopts the 

Company’s pro forma Scottsdale Capacity (Operating Lease) expense 

figure, BMSC will recover the inter-company loans on a dollar-for-dollar 

basis. As a result of this, any financial risk attributed to the inter-company 

loans will cease to exist (assuming there ever was any financial risk on an 

inter-company payable as opposed to long-term debt incurred with a third 

party lender). Because of this situation, I recommended two separate 

capital structures. One, based on BMSC’s parent company’s capital 

structure and comprised of 43 percent debt and 57 percent common 

equity, that I believe the Commission should adopt if it accepts the 

Company’s pro forma Scottsdale Capacity (Operating Lease) expense 

figure, and a second, comprised of 44 percent debt and 56 percent 

common equity, that I believe the Commission should adopt if it rejects the 

Company’s pro forma Scottsdale Capacity (Operating Lease) expense 

figure (as recommended by RUCO witness Diaz Cortez). The two capital 

structures that I have recommended produce weighted costs of capital of 

8.92 percent and 9.45 percent respectively. Both of my recommended 

capital structures would bring the Company’s capital structure, and 

weighted cost of capital, in line with the capital structures and weighted 

costs of capital of the utilities included in my water company sample. 

11 
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Q. 

A. 

For the sake of clarity, please explain the rationale for your dual capital 

structure recommendation. 

As I explained on page 55 of my direct testimony, the first capital structure 

mirrors the test year capital structure of the Company’s parent, Algonquin 

Power, and includes the weighted cost of debt instruments that were 

disclosed in Algonquin Power’s 2004 annual report. I have recommended 

this capital structure as opposed to a purely hypothetical capital structure 

and I believe that it would be an appropriate capital structure for BMSC 

should the Commission allow the Company to recover the inter-company 

loans, associated with the Scottsdale treatment capacity operating 

expense figure, on a dollar-for-dollar basis. 

The second capital structure includes the inter-company loans used to 

finance the acquisition of the BMSC assets and includes their stated 

interest rates as a cost of debt. I have recommended this capital structure 

should the Commission adopt Ms. Diaz Cortez’s recommendation to treat 

the Scottsdale treatment capacity as an asset to be included in the 

Company’s plant in service account. Were the Commission to adopt 

RUCO’s rate base recommendations, this capital structure would 

essentially be the Company’s actual test year capital structure, because it 

would be comprised of the levels of inter-company debt and equity that 

financed the assets which would be recovered through the traditional 

ratemaking model advocated by Ms. Diaz Cortez. 
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Cost of Debt 

Q. 

A. 

Please address the Company’s position that your 9.49 percent 

recommended cost of equity is too low because it is close to the stated 

9.40 percent rate of interest on BMSC’s inter-company loans. 

The only reason for the small spread between my recommended cost of 

common equity and the stated rate on BMSC’s inter-company loans is that 

the Company failed to adjust the stated rate downward to reflect the trend 

in interest rates that occurred after the inter-company loans were 

established. While a 9.40 percent stated rate might have been reasonable 

during the mid-nineties, it certainly wasn’t at the time that Algonquin 

Power acquired BMSC during 2001, when the yields of A and Baa-rated 

utility bonds had fallen to 7.51 percent and 7.82 percent respectively by 

November of that year. Neither is the 9.40 percent stated rate of interest, 

on BMSC’s inter-company loans, representative of the weighted cost of 

debt instruments carried by the water utilities in my sample, which 

averaged approximately 6.45 percent (Appendix I). As it stands now, 

BMSC’s ratepayers are being penalized because the Company did not 

take advantage of lower cost debt financing while it was available or 

simply revise the stated rate of the inter-company loans to reflect the 

prevailing interest rate environment. Had BMSC taken out a loan with a 

third party lender at the time of the acquisition, prevailing interest rates 

would have been lower than the 9.40 percent rate set in the mid-nineties. 

Because of these reasons, I believe a good argument could be made to 
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use the same 8.16 percent weighted cost of debt, that I obtained from 

Algonquin Power’s 2004 annual report, in both of my recommended 

capital structures. This would result in weighted costs of capital of 

approximately 8.92 percent for both capital structures. 

Q. 

A. 

Q. 

A. 

The 8.16 percent cost of debt you obtained from Algonquin Power’s 2004 

annual report is still 171 basis points higher than the 6.45 percent average 

cost of debt of your sample water utilities. Why haven’t you revised your 

recommended costs of debt using the lower 6.45 percent figure? 

Because I recognize the fact that interest rates have increased in the last 

two years. I recently used the aforementioned 6.45 percent average 

weighted cost of debt of my sample utilities to develop a hypothetical cost 

of debt for Far West Water and Sewer Company (“Far West”). In that rate 

case proceeding, 1 recommended a hypothetical cost of debt of 8.45 

percent, or 29 basis points higher than the 8.16 percent cost of debt 

obtained from Algonquin Power’s 2004 annual report. 

Why haven’t you revised your recommended costs of debt to reflect the 

same 8.45 percent figure that you recommended in the Far West 

proceeding? 

Because I believe that the 8.16 percent cost of debt obtained from 

Algonquin Power’s 2004 annual report is more appropriate given the fact 

that Algonquin Power is BMSC’s parent company. 
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Cost of Common Equity 

2. 

4. 

2. 

4. 

2. 

4. 

Has BMSC made any changes to the Company-proposed cost of common 

equity of 11 .OO percent? 

No. 

How did ACC Staffs cost of capital witness arrive at his final cost of equity 

estimate of 9.60 percent? 

ACC Staffs witness arrived at his final estimate of 9.60 percent by 

averaging the results of his DCF and CAPM models. 

What would your cost of equity estimate be if you were to average the 

results of your DCF and CAPM models as ACC Staff has? 

Averaging the results of my water company sample DCF result of 9.49 

percent, and my water company sample CAPM result, using a geometric 

mean, of 8.89 percent produces an estimate of 9.19 percent, which is 41 

basis points lower than ACC Staffs 9.60 percent estimate and 181 basis 

points lower than the Company’s 11 .OO percent estimate. Averaging the 

results of my water company sample DCF result of 9.49 percent, and my 

water company sample CAPM result, using an arithmetic mean, of 10.39 

percent produces an estimate of 9.94 percent, that is 34 basis points 

higher than ACC Staffs 9.60 percent estimate and 106 basis points lower 

than the Company’s 11.00 percent estimate. An average of my water 

company DCF result of 9.49 percent and both of my water company 
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CAPM results of 10.39 percent and 8.89 percent results in an estimate of 

9.59 percent, which is only one basis point lower than ACC Staffs 9.60 

percent estimate and 141 basis points lower than the Company’s 11.00 

percent estimate. 

Q. 

A. 

Does ACC Staffs final cost of equity estimate include a financial risk 

adjustment that reflects the absence of financial risk in the Staff 

recommended capital structure comprised of 100 percent common equity? 

No, it does not. However, ACC Staffs witness did calculate a financial 

risk adjustment of negative 30 basis points using a technique developed 

by Robert Hamada (which relies on the use of a levered beta in the 

CAPM). This is the same method that ACC Staff used to derive a 60 

basis point upward adjustment that was included in the 10.40 percent cost 

of common equity that ACC Staff recommended in a recent rate case 

involving Arizona-American Water Company l n ~ . ~  (“Arizona-American”). 

The 60 basis point upward adjustment took into account Arizona- 

American’s leveraged capital structure of 63.0 percent debt and 37.0 

percent equity. 

On page 34 of his direct testimony on BMSC, ACC Staffs witness stated 

that the application of the negative 30 basis points, derived from the 

Hamada technique, to his final estimated 9.60 percent cost of equity would 

result in a weighted cost of capital of 9.30 percent for BMSC. This 9.30 

Docket No. W-01303A-05-0405 

16 



I b 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

I 1  

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

~ 

Surrebuttal Testimony of William A. Rigsby 
Docket No. SW-02361A-05-0657 

percent figure falls inside my 8.92 percent to 9.45 percent range of 

weighted cost of capital estimates noted earlier. 

Q. 

A. 

Q. 

A. 

The Company’s cost of capital witness stated that the dividend yield 

component of your DCF model was obtained from spot prices of the 

stocks of the water utilities included in your sample. Is this correct? 

No. As I explained on pages 28 and 62 of my direct testimony, I use an 8- 

week average of closing stock prices to arrive at the PO input for my DCF 

model. 

Do you believe that Southwest Water Company (“SWWC”) should have 

been excluded from your sample based on its percentage of revenues 

from water utility services as pointed out by the Company’s cost of capital 

witness? 

No. The Company is attempting to make an argument that my DCF 

dividend yield estimate is biased downward as a result of my inclusion of 

SWWC. Even though it is true that SWWC’s water utilities make up 

approximately 38 percent of total revenues, the majority of SWWC’s 

remaining revenues are derived from activities that are closely related to 

the provision of regulated water and wastewater services (i.e. equipment 

maintenance and repair, sewer pipeline cleaning, billing and collection 

services, and state-certified water and wastewater laboratory analysis on 

a contract basis) as opposed to highly speculative activities that are totally 
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unrelated to the water and wastewater industry. For this reason I saw no 

need to exclude SWWC from my sample. In fact, I believe it is somewhat 

telling that SWWC, which actually does do business in the competitive 

arena, had a lower estimated cost of equity than the other water utilities in 

my sample. 

Q. Please address the Company’s position that, in addition to your dividend 

yield estimate just discussed, your estimates of external growth are also 

biased downward. 

The Company’s cost of capital witness has taken issue with my calculation 

of “v” for the external growth rate estimate portion of the DCF’s growth 

component. This calculation takes into consideration the fact that, while in 

theory a utility’s stock price should move toward a market to book ratio of 

1.0 if regulators authorize a rate of return that is equal to a utility’s cost of 

capital, in reality a utility will continue to issue shares of stock that are 

priced above book value. 

As I explained on pages 17 through 18 of my direct testimony, this same 

assumption was incorporated into the DCF analysis performed by Mr. 

Stephen Hill, ACC Staffs cost of cost of capital witness in the Southwest 

Gas rate case proceeding. Mr. Hill used the same methods that I have 

used in arriving at the inputs for his DCF model. His final recommendation 

for Southwest Gas Corporation, which was adopted by the Commission, 

was largely based on the results of his DCF analysis, which incorporated 

A. 
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the same valid market-to-book ratio assumption that I have used 

consistently. 

2. 

4. 

Please discuss the Company’s criticism of your testimony that one of the 

desired effects of regulation is to achieve a market-to-book ratio of 1.0 on 

the common stock of an investor owned utility. 

My direct testimony sets forth the premise that the market value of a 

utility‘s stock will tend to move toward book value, or a market-to-book 

ratio of 1.0, if regulators allow a rate of return that is equal to the cost of 

capital of firms with similar risk. This premise is recognized among 

practitioners who have testified in cost of capital proceedings5. 

A utility’s market price should equal its book price over the long run if 

regulators allow a rate of return that is equal to the utility’s cost of capital. 

That is assuming that the utility’s rate of return (“ROR”) is comparable to 

the rates of return of other firms in the same risk class. For example, if a 

hypothetical utility’s book price is $20.00 per share and regulators adopt a 

rate of return that is equal to the utility’s cost of capital of 10.00 percent, 

the utility will earn $2.00 per share (“EPS”). With earnings of $2.00 per 

share, and a market required rate of return on equity of 10.00 percent, for 

firms in the utility’s risk class, the market price of the utility’s stock will set 

at $20.00 per share ($2.00 EPS + 10.00% ROR = $20.00 per share price). 

If the utility records earnings that are higher than the earnings of other 

’ Carleton, Willard T. and Morin, Roger A. 

19 



, 

I 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

Surrebuttal Testimony of William A. Rigsby 
Docket No. SW-02361A-05-0657 

firms with similar risk, the market value of the utility's shares will increase 

accordingly ($2.50 EPS + 10.00% ROR = $25.00 per share). On the other 

hand, if the utility posts lower earnings, the stock's market price will fall 

below book value ($1.50 EPS + 10.00% ROR = $1 5.00 per share). 

Because of economic forces beyond the control of regulators, it is not 

reasonable to assume that the utility will have earnings that match those 

of firms of similar risk in every year of operation. In some years, earnings 

may drop causing the market-to-book ratio to fall below 1 .O, while in other 

years the utility may have earnings that exceed those of other firms in its 

risk classification. However, over the long run the utility's earnings should 

average out to the earnings that are expected based on its level of risk. 

These average earnings over time will result in a market-to-book ratio of 

1.0. A 1.0 ratio may never be achieved in practice and many investors 

may not even care what the market-to-book ratio is as long as they 

receive their required rate of return. 

a. 

4. 

Does the investment community at large recognize the fact that regulated 

utilities, such as BMSC, are different from non-regulated entities in terms 

of how they obtain their earnings? 

Yes, I believe more so than the Company's cost of capital witness 

probably would like to admit. For example, over the past year several 

articles on investing in the water infrastructure industry have appeared on 

the Internet, such as MSN Money/CNBC, and in the print and online 
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editions of Forbes magazine (Attachment A). In the MSN Money/CNBC 

piece6 (Attachment B), author Jon D. Markman, a weekly columnist for 

CNBC, pitched his suggestions for investing in what some believe to be a 

coming global water shortage. In regard to domestic utilities, Markman 

had this to say: 

“Virtually all of the U.S. water utility stocks are regulated by 
states and counties, which makes them pretty dull. Govern- 
mental entities typically give utilities a monopoly in a geo- 
graphic region, then set their profit margin a smidge above 
costs. Just about the only distinguishing factor among them 
are the growth rates of their regions and their abilityto 
efficiently manage their underground pipe and pumping infra- 
structure.” 

Even though investors are aware of these facts, it appears that it has not 

deterred them from investing in watedwastewater utility stocks according 

to John Dickerson, an analyst with Summit Global Management of San 

Diego who offered these observations in the Markman article: 

“Although not widely appreciated, water has been recog- 
nized by conservative investors as an investment opportunity 
-- and it has rewarded them. Over the past 10 years, the 
Media General water utilities index is up 133%, double the 
Return of the Dow Jones Utilities Index. Over the past five 
Years, water utilities are up 32% -- clobbering the flat returns 
of both the Dow Jones Utilities and the Dow Industrials. One 
of water’s key long-term value drivers as an investment, 
according to Dickerson: Demand is not affected by inflation, 
recession, interest rates or changing tastes.” 

~ 

Markman, Jon D, “Invest in the Coming Global Water Shortage,” MSN.com, January 12, 2005, 
http://moneycentral .msn .com/content/P 1 02 1 52.asp. 
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Both Mr. Markman’s and Mr. Dickerson’s views are shared by Jeffrey R. 

Kosnett, the senior editor of Kiplinqer’s Personal Finance, who had this to 

say in his February 21, 2006 Kiplinger.com column7 (Attachment C): 

“If only there were more water stocks. The few publicly traded 
water companies are pumping marvelous total returns: 25% 
a year over the past ten years at industry giant Aqua America 
(symbol WTR) and close to that at others, such as California 
Water Services (CWT), American States Water (AWR) and 
SJW Corp. (SJW). Water stocks are also remarkably con- 
sitent, with double-digit annualized total returns common 
across one, three, five and ten years.” 

Mr. Kosnett went on to state: 

“Water companies’ returns are regulated, so the companies 
are clssified as public utilities. But for investors, they’re more 
like dividend-paying growth stocks -- and not just because of 
their past performance. Water usage expands with population 
and housing growth, and water companies are also able to 
grow by making acquisitions. California Water started expand- 
ing to other states in 1999 when it bought into Washington and 
says it is always scouting around for more opportunities.” 

What 1 believe is interesting here is that watedwastewater stocks are 

performing well despite the fact that they are typically awarded rates of 

return that only provide them with a thin operating margin over their costs. 

This being the case there is no need to award higher returns on common 

equity such as the 11 .OO percent figure advocated by the Company’s cost 

of capital witness. 

Kosnett, Jeffrey R, “California Water: Refreshing,” Kiplinger.com, February 21, 2006, 
http://www.kiplinger.com/personalfinance/columns/picks/archive/ZOO6/pickO22l .htm. 
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Q. 

A. 

Can you cite any other reasons why you believe that your calculation of 

“v,” for the external growth rate estimate portion of the DCF’s growth 

component, should continue to be relied on despite the Company’s 

position on market-to-book ratios? 

Yes. There is a good possibility that water and wastewater utility stock 

prices are inflated and that there is no need for these utilities to pay out as 

much as they are in dividends. On March 24,2006, RWE AG announced 

its intentions to sell American Water on the open market through an initial 

public offering (“IPO”) process. Once the IPO is completed, American 

Water, which was one of the largest and most successful of all of the U.S. 

water utilities prior to RWE AG’s acquisition of it, will be traded on a stock 

market as the other water utilities in my sample are. In the November 8, 

2005 online edition of Forbes magazine John Dickerson, the same analyst 

interviewed in the Markman article just cited, stated that he believed that 

this is good news for investors, because it will bring down the inflated 

values of U.S. water utilities. In addition to bringing water and wastewater 

utility stock prices in line with their book values, the correction anticipated 

by Mr. Dickerson would allow water utilities to still offer attractive yields to 

investors without having to pay out the same percentage of their earnings 

in dividends that they do now. 
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Q. 

A. 

Q. 

A. 

Did the Company’s cost of capital witness take into consideration any of 

the concepts or information you have cited above into in developing the 

inputs for his DCF model? 

No. As a result of this and his over-reliance on analyst’s projections, 

which I noted in my direct testimony, his estimates are upwardly biased. 

Please discuss the Company’s position that the higher long-term returns 

currently projected by Value Line analysts are more reliable now than the 

higher inaccurate projections that Value Line made for the 2002 through 

2005 period. 

The Company’s cost of capital witness opines that the reason for Value 

Line’s less than stellar track record for the period from 2002 through 2005 

was due to poor weather conditions in California and delays in obtaining 

rate increases from the California PUC. In response, I can say that if the 

Company’s rebuttal testimony on this issue proves anything at all, it is that 

the only two sure things in life are death and taxes. If the Company’s cost 

of capital witness is willing to believe that analysts at Value Line, Zacks, 

Merrill Lynch, or I/B/E/S have all gotten better at predicting the weather or 

the actions of utility regulators, which I stopped second-guessing years 

ago, then more power to him. I for one believe that analyst’s estimates 

are just that, estimates. Long-term estimates should be viewed and 

evaluated objectively against historical results in order to arrive at 

balanced and reasonable inputs for any model used in the determination 
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of a cost of equity as opposed to blind reliance on analyst’s estimates. 

The Company’s blind reliance on these estimates is a primary reason for 

the difference between my 9.49 percent recommendation and the 

Company-proposed estimate of 11 .OO percent. 

Q. 

A. 

Q. 

A. 

Please comment on the Company’s rebuttal testimony on the CAPM 

methodology for determining cost of equity. 

The Company’s cost of capital witness seems to want to have things both 

ways. After he questions the use CAPM in rate case proceedings and 

explains why he believes that the reliance on published betas is 

problematic, he then goes on to perform a CAPM analysis using his 

preferred inputs. This produces a 10.50 percent result that is slightly 

higher than the 10.39 percent result obtained in my model using an 

arithmetic mean, and a full 50 basis points lower than his 11.00 percent 

estimate which was heavily influenced by analyst’s long-term forecasts. 

He then criticizes me for not recommending the higher 10.39 percent 

result obtained in my CAPM analysis. If anything, I believe his testimony 

on CAPM reinforces my argument that his 11 .OO percent cost of equity 

estimate is too high and should be adjusted downward. 

Is the Company’s cost of capital witness correct in his criticism of CAPM? 

I believe his argument is unwarranted and outdated. While it is true that 

the use of CAPM in rate case proceedings first came under fire twenty-five 
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years ago, that hasn’t stopped cost of capital practitioners from using the 

model or public utility commissions from accepting the model’s results. 

Although I have always used CAPM in a supporting role, both at RUCO 

and at the ACC, two other expert witnesses (both of whom are Ph.D.’s) 

that filed testimony in recent Arizona-American cases8 have chosen to use 

CAPM as their primary method for estimating their recommended costs of 

equity. 

Q. Do you ever allow the results of your CAPM analysis to influence your final 

recommended cost of equity, which was derived from your DCF analysis? 

Generally speaking no. If the Company’s witness were to review copies of 

prior testimony I have filed with the ACC, he would find that for the most 

part I have relied on my DCF results, even when my CAPM analyses, 

using both the arithmetic and the geometric means, produced lower 

estimates. 

A. 

Q. Please address the Company’s position that your recommended cost of 

equity is too low given BMSC’s size? 

A. As I stated in my direct testimony, the size argument has been 

consistently rejected by the Commission in past rate case proceedings. 

That aside, given the size and financial strength of the Company’s parent, 

Algonquin Power, which is publicly traded on a major stock exchange and 

Docket No.’s W-01303A-05-0405 and WS-01303A-06-0014. a 

26 



* 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

Surrebuttal Testimony of William A. Rigsby 
Docket No. SW-02361A-05-0657 

owns 100 percent of BMSC, I fail to understand why the Company’s cost 

of capital witness would even attempt to use that argument in this case. 

For all practical purposes, BMSC is no different from many other Arizona 

water or wastewater systems that are owned by large corporate entities. 

Nor for that matter is BMSC any different from the many water and 

wastewater systems that comprise the water utilities used in my sample. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Has any of the rebuttal testimony presented by BMSC’s witnesses 

convinced you to make adjustments to your recommended cost of 

common equity? 

No. 

Does your silence on any of the issues or positions addressed in the 

rebuttal testimony of the Company’s witnesses constitute acceptance? 

No, it does not. 

Does this conclude your surrebuttal testimony on BMSC? 

Yes, it does. 
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